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The Honorable Mayor, Aldermen, and Citizens of Annapoalis:

Statelaw requiresthat all general-purpose local governments publish each fiscal year acomplete set of financial
statements presented in conformity with generally accepted accounting principles (GAAP) and audited in accordance
with auditing standards generally accepted in the United States of America by a firm of licensed certified public
accountants. Pursuant to that requirement and in compliance with Section 6.04.020 of the City of Annapolis Charter,
| am pleased to submit to you the Comprehensive Annua Financial Report of the City for the fiscal year ended June
30, 2005.

This report consists of management’s representations concerning the finances of the City of Annapolis.
Consequently, management assumes full responsibility for the completeness and reliability of al of the information
presented in thisreport. To provide areasonable basisfor making these representations, management of the City has
established a comprehensive internal control framework that is designed both to protect the City’ s assets from loss,
theft, or misuse and to compile sufficient reliable information for the preparation of the City’s financial statements
in conformity with GAAP. Because the cost of internal controls should not outweigh their benefits, the City’s
comprehensiveframework of internal controlshasbeen designed to provide reasonabl erather than absol ute assurance
that the financia statements will be free from material misstatement. As management, we assert that, to the best of
our knowledge and belief, this financia report is complete and reliable in all material respects.

The City’ sbasic financia statements have been audited by SB and Company, LLC, afirm of licensed certified
public accountants. The goal of the independent audit was to provide reasonable assurance that the financial
statements of the City of Annapolisfor the fiscal year ended June 30, 2005, are free of material misstatement. The
independent audit invol ved examining, onatest basis, evidence supporting theamountsand disclosuresinthefinancia
statements, ng the accounting principles used and significant estimates made by management; and evaluating
the overall financial statement presentation. The independent auditor concluded, based upon the audit, that there was
reasonablebasisfor rendering an unqualified opinion that the City’ sfinancial statementsfor thefiscal year ended June
30, 2005, are fairly presented in conformity with GAAP. The independent auditor’s report is presented as the first
component of the financial section of this report.

The independent audit of the financial statements of the City of Annapolis was part of a broader, federally
mandated “Single Audit” designed to meet the special needs of federal grantor agencies. The standards governing
Single Audit engagements require the independent auditor to report not only on the fair presentation of the financial
statements, but also on the audited government’s interna controls and compliance with lega requirements, with
special emphasis on internal controls and legal requirements involving the administration of federal awards. These
reports are available in the City’ s separately issued Single Audit Report.

GAAP requiresthat management provide anarrativeintroduction, overview, and analysisto accompany thebasic
financial statements in the form of Management’s Discussion and Analysis (MD&A). This letter of transmittal is
designed to complement the MD& A and should be read in conjunction with it. The City of Annapolis MD&A can
be found immediately following the report of the independent auditors.
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Profile of the Gover nment

The City of Annapolis, incorporated in 1708, issituated on the western shore of the Chesapeake Bay, at themouth
of the Severn River, centrally located east of Washington, D.C. and south of the City of Baltimore. Due to this
desirablelocation, aswell asits historic charm, Annapolis has grown steadily during the past few years. Eventhough
the City haslittle undeveloped land available, continued growth is expected through annexation and re-devel opment.

The City of Annapolisis empowered to levy a property tax on real property located within its boundaries. The
City of Annapolis operates under a mayor-council form of government. Legidative authority is vested in an elected
city council consisting of eight members. The city council isresponsible, among other things, for passing ordinances,
adopting the budget, appointing committees, and confirming the hiring of department head nominees submitted by the
mayor. The mayor is responsible for carrying out the policies and ordinances of the city council, for overseeing the
day-to-day operations of the City, for drafting the budget and submitting it to city council for approval, and for
appointing department heads. The mayor and al eight city council members are elected every four years with aterm
limit of two terms. The mayor iselected at large and city council membersare elected from individual districtswithin
the city.

The City has independent jurisdiction over police services, fire suppression and emergency services, inspections
and permits, streetsand street lighting, storm drains, parks and recreation, planning and zoning, water production and
distribution, sewage collection, off street parking and public transportation, and refuse collection. Education is
provided by the Board of Education of Anne Arundel County. The City isauthorized to issue debt, subject to certain
indebtedness limitations, for the purpose of financing its capital projects.

The annua budget serves as the foundation for the City of Annapolis financial planning and control. All
departments of the City of Annapolisare required to submit requestsfor appropriation to the mayor. The mayor uses
theserequests asthe starting point for devel oping the proposed budget. The mayor then presentsthis proposed budget
tothe city council for review. Thecity council isrequired to hold public hearings on the proposed budget and to adopt
afina budget no later than June 30. The appropriated budget isprepared by fund and department (e.g., public works).
Department heads may make transfers within a department. Transfers of appropriations between departments,
however, require the specia approval of the city council. Budget-to-actual comparisons are provided in this report
for each individual fund for which an appropriated annual budget has been adopted. For the genera fund, this
comparison is presented on page 26 as part of the basic financial statements. For individual funds with appropriated
annual budgets, this comparison is presented in the combining and individual fund subsection of this report, which
starts on page 59.

Factor s Affecting Financial Condition

The information presented in the financia statementsis perhaps best understood when it is considered from the
broader perspective of the specific environment within which the City of Annapolis operates.

L ocal economy. The City of Annapoliscurrently enjoysafavorable economic environment and local indicators point
to continued stability. Annapolis tourism industry has evolved as the most important, dynamic component of the
Annapolis area economy. As home to the U. S. Naval Academy, the Anne Arundel County seet, the State capital,
aregistered National Historic District, and 17 milesof waterfront, Annapolisattractsan estimated fivemillion visitors
ayear. While the tourism industry provides a valuable economic benefit, the City must continually manage the
growing demand for services, aswell as provide a desirable place to live for its residents. The economic condition
of the area during the past year was positive and the outlook is the same. Property tax valuations and revenues both
grew, increasing significantly over the previous year. The area’ s unemployment rate is currently 3.7%, significantly
better than the national rate of 5.1% and the statewide rate of 4.4%. The region’s growth and economic diversity are
expected to be the basis for continued health of the local economy in coming years.



Long-term financial planning. The City is booming with construction ongoing in all sectors of the City. Mostly
redevel opment, but several newly annexed propertieshave devel opment underway aswell. Private sector participation
in redevelopment has been spurred by the City’ s commitment to revitalization. Along the West Street corridor, the
City has completed the major project for the replacement of water and sewer lines aswell as the under-grounding of
the overhead utility lines and an improved streetscape. The City’s new 270 space parking facility midway aong the
corridor is open and servicing the area’ s a so newly opened businesses. Park Place, a multi-use project situated on
seven acres at the end of the corridor, has started construction after a Tax Increment Financing (TIF) bond issue
authorized by the City and the County was issued in February, 2005. The City will operate the 1,100 space, three
story underground parking garage and own 680 public spaces in return for the $25 million TIF contribution. A 225
room luxury full service hotel with aballroom and meeting space, 166 unit residential condominium, and afive story
Class A office building, which al will be above the parking garage is expected to be substantially completed by the
end of December, 2006. Acrossfrom Park Place, a Class A office with abanking center is underway and the private
redevel opment of the block fronting the new City parking garage with shops and restaurants is nearing completion.

In other aress, the planned redevelopment of the former downtown hospital property is well underway with
occupancy of thefirst of the 120 residential unitsexpected by Summer, 2006. Farther out West Street work has begun
on building 350 residential units on the old lumber yard site. Along Forest Drive work continues on the devel opment
of recently annexed properties bringing into the City approximately 1,500 new residential units and some supporting
retail centers.

In conjunction with the new development, the City expects to issue bonds during FY 2006 for infrastructure
improvementsfor roadsand utilities. The project for the expansion of Police headquartersisal so underway and design
of the new recreation center is nearing completion with construction financing planned for FY 2007.

Cash management policies and practices. Cash temporarily idle during the year was invested in obligations of the
U.S. Treasury, repurchase agreements, the State of Maryland Local Government Investment Pool, and in the case of
the Police and Fire pension fund, corporate equity and debt securities, bonds, money market funds, and real estate.

Risk management. The city is self insured for automobile, property, and workers' compensation. Excess insurance
is also carried with the Local Government Insurance Trust and has deductibles that vary with the cause of loss.
Additional information on the City’s risk management activity can be found in Note 15 of the notes to the financia
Statements.

Pension and other post-employment benefits. Generaly, al regular City employees, except policemen and firemen,
participate in the Employees Retirement and Pension Systems (Systems), cost sharing multiple-employer defined
benefit plan sponsored and administered by the State Retirement and Pension System of Maryland. Police and fire
personnel participate in a single employer defined benefit pension and disability plan, which is administered by the
City’ s human resources director. In addition, the City established an eight-member police and fire retirement plan
commission to review funding and actuarial reports and to make investing decisions. The City Council has the
authority to establish and amend benefit and contribution provisions. The Systems were created by the Maryland
General Assembly and the Police and Fire System was established by City legidation.

The City of Annapolis also provides post-retirement health care benefitsfor retirees and their dependents. As of
the end of the current fiscal year, there were 15 retired employees receiving these benefits, which are financed on an
actuarial basis. GAAP currently does not require governments to report a liability in the financial statements in
connectionwith theemployer’ sobligation to provide these benefits. Additional information on the City of Annapolis's
pension arrangements and post-employment benefits can be found in Notes 8 and 9 in the notes to the financia
Statements.



Awards and Acknowledgements

The Government Finance Officers Association (GFOA) awarded a Certificate of Achievement for Excellencein
Financial Reporting to the City of Annapolisfor itscomprehensive annual financial report (CAFR) for thefiscal year
ended June 30, 2004. This was the seventeenth consecutive year that the City of Annapolis has received this
prestigious award. In order to be awarded a Certificate of Achievement, the city published an easily readable and
efficiently organized CAFR. Thisreport must satisfy both GAAP and applicable legal requirements.

A Certificate of Achievement isvalid for a period of one year only. We believe our current CAFR continues to
meset the Certificate of Achievement Program’ s requirements, and we are submitting it to the GFOA to determine its
eligibility for another certificate.

Inaddition, the City also received the GFOA's Award for Distinguished Budget Presentation for itsannual budget
for the fiscal year beginning July 1, 2004 and expects the current submission for FY 2006 to receive the same
prestigious honor. In order to qualify for the Distinguished Budget Presentation Award, the city’ s budget document
wasjudged to be proficient in severa categoriesincluding asapolicy document, afinancial plan, an operationsguide,
and a communications device.

Preparation of this report would not have been possible without the dedicated and efficient service of the entire
staff of thefinance department. | would liketo expressmy appreciation to all members of the department who assisted
and contributed to the preparation of this report. Credit must also be given to the mayor and city council for their
unfailing support for maintaining the highest standards of professionalism in the management of the City of
Annapolis’ finances.

Respectfully submitted,

Timothy E. Elliott
Director of Finance



